
discriminatory access to its ass necessarily impacts many ofthe other checklist
items -- specifically, items 1,4,5,6, 7, 8, 9 and 14, in that provision of
interconnection access to unbundled network elements in accordance with the
requirements ofthose items is similarly limited and rendered discriminatory by the
lack ofeffective pre-ordering, ordering, provisioning, maintenance and repair, and
billing methods and procedures. As the deficiencies ofBellSouth's ass have been
discussed at great length here, the Commission will refrain from further discussion
under the remaining elements.sa

One ofthe primary responses to the discrimination problem that has been proposed by the

FCC and the OOJ is to insist on rigorous performance measures. Ifdiscrimination is to be

detected and prevented, they argue that a set ofmeasures must be created which enables a

comparison to be made between the treatment given to competitors and the treatment given to

subsidiaries (separate affiliates or operating companies). Fully defined and implemented

performance measurement systems are needed in order to carry out the nondiscriminatory

requirements ofthe Act. BST's fall far short ofwhat is required (see Attachment 2 Chapter 3,

Section A.3).

First, BellSouth has not institutedperf~ measures that will enable it to
demonstrate - through objective criteria -- that it can provide wholesale
performance at parity with its own retail performance where such a comparison
can be made, and a meaningful opportunity to compete, where no retail
counterpart is available. As we have stressed, performance measurement is an
essential aspect ofproviding effective support systems, and although BellSouth has
taken important steps in this regard, it is yet to institute the necessary range of
measures to demonstrate that it has provided satisfactory support processes.
Second, as explained in our South Carolina filing, BellSouth has failed to
implement support systems that provide CLECs with access to the basic
functionalities at parity with its own systems. BellSouth has attempted to explain
away a number ofthe Departments concerns, but, in the short period oftime since
its filing, it has failed to make the necessary changes to provide such access.
Finally, the Department remains unconvinced that the important BellSouth systems
have been "stress tested" to establish the operational readiness -- i.e., that the
systems can be relied on when used at foreseeable levels ofdemand...

51AU Checklist Recommendation.
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We examined whether a BOC has established (1) performance measures and
reporting requirements so that wholesale perfonnance can be measured; (2)
performance standards, i.e., commitments made by the BOC to meet specified
levels ofperformance (preferably backed up by liquidated damages clauses); and
(3) performance benchmark, i.e., a track record ofperformance. These steps will
permit an assessment ofcurrent performance and will enable competitors and
regulators to more effectively address any post entry "back sliding" from prior
performance through contractual, regulatory, or antitrust remedies.59

DOl identified the 14 measures in Table 7 as missing in BST's Louisiana application.

B. INDIVIDUAL CJIICKLIST I]'EMS

The extensive nature ofthe checklist reflects the fact that dismantling a century old

monopoly that requires interconnection is a challenging problem (see Attachment 2 Chapter 14,

Section B). The practical reality is easy to understand,

o Imagine trying to enter the market and compete with the incumbent
without being able to hook up to the existing network, so that
customers cannot complete their calls to customers on the
incumbents network.

o Imagine having to enter the market by building a new network from
scratch (trying to catch up with the hundred year head start ofthe
incumbent company), or being required to rent pieces ofthe
existing network (loops, cables, or switches) at tenns and
conditions that are discriminatory resuking in higher prices or lower
quality.

a Imagine the difficulty ofattracting customers if directory
assistance, emergency service (911), or operator services cannot be
provided at quality equal to the incumbent services, and not having
the ability to brand those services with the company's name.

o Imagine having to require customers to change their numbers to
switch companies, or to suffer degradation in service quality to
keep their numbers.

S9JX>J Louisiana, pp. 19...31.
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TABleE 7
OMISSIONS IN JlEleI$OUm PERFORMANCE MONlIOBlNG

(l) PRE-ORDER SYSTEM RESPONSE TIMES -- FIVE KEY FUNCTIONS

(2) TOTAL SERVICE OR CYCLE TIME

(3) SERVICE ORDER QUALITY

(4) SPEED OF ANSWERING -- ORDERING CENTER

(5) AVERAGE SERVICE PROVISIONING INTERVAL

(6) PERCENT SERVICE PROVISIONS OUT OF INTERVAL

(7) PORT AVAILABILITY

(8) COMPLETED ORDER ACCURACY

~)ORDERSHELDFORFACILITrns

(10) BILLING ACCURACY

(11) BILLING COMPLETENESS

(12) OPERATOR SERVICES SPEED OF ANSWER

(13) DIRECTORY ASSISTANCE SPEED OF ANSWER

(14) 911 DATABASE UPDATE TIMELINESS AND ACCURACY



o Imagine having to ask new customers to wait longer to place their
order and have it fined, or finding their number does not work when
they expect it to, or having them receive multiple bills for the same
servtce.

These are just a few ofthe problems that the OOJ, the ALJ and the Florida stafffound in

the current approach ofBST. Out ofthe 14 points on the competitive check list which Congress

imposed on the RBOCs, the Florida Staffconcludes that aST has not met nine (see Attachment 2

Chapter 3, Section C). The ALI in Louisiana actually added three more to the list, because aST

has not provided non-discriminatory access to operating support systems. The ALJ also found

that two items could be subject to manipulation ofterms as guides are changed and that two items

have not been made available at all technologically feasible points. Table 8 shows a summary of

the areas where the BST application is deficient. The specific problems are derived from the

framework that is developed in Part II. It is obvious that BST's application is severely deficient.

Table 9 presents a list ofproblems identified by the Florida staffin just one ofthe checklist

items, BeUSouth's resale obligation. This is checklist item xiv, as well as an obligation specifically

identified in sections 251 and 252 ofthe Act. This is the path to competition that most

competitors would be forced to take ifthe RBOCs achieved premature entry into the in-region

long distance market. It is easy to see why competitors would have trouble getting into the local

market. Similar barriers to entry can be found on the other two paths that the Act opened up,

facilities-based competition and combination ofunbundled network elements.

One conclusion is overwhelmingly clear from the analysis ofthe aST application

o Local competition is not happening because the incumbent local
exchange companies do not want it to and are resisting.
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TABLE 8
BELLSOUTH- LOUISIANA

SECTION 271 [C](2)(B) COMPLIANCE
COMPETITNE CHECKLIST

ITEMS

2 4 5 6 7 8 9 11 12 13 14
FINAL RATES, TERMS,
AND CONDITIONS

LEGAL OBLIGATIONS N ?
STATE APPROVED N N
COURT CASES N
INTERIM ORDERS N N
USAGE RIGHTS ?

COST-BASED RATES N N N N N

ACCESS TO INFORMATION
PR£.ORDER N N N
ORDER N N
PROVISION N N N
REPAIR AND MAINT. N N
BILUNG N N N N N

FULLY LOADED FUNCTION
SUFFICIENTLY AVAIL N N N N

DEPLOYED N
ACCESS IN VOLUME N N N N N
ASSISTANCE FOR USERS N N N

OPERATIONALLY READY
TESTSlPlLOTS
INTERNAL
THIRD-PARTY ?
INTER-CARRlER N

PERFORMANCE STANDARDS
AUTOMATED N N
QUAUTYIREUABlllTY ? N N
EQUAL FOR ALL N N N N N N N N
EXCLUSIONS ? ? ?

PERFORMANCE ASSESSMENT
lNSTAl.J.ATION INTRVL N N ? N
INTERFACE&.

INTERNAL OSS N N
ACCURACY N N
HElD ORDERS N ? ? ?
BIU.QUAUTY N N N N N
REPEAT TROUBLE ? ? ? ?

REMEDIES FOR
NONCOMPLIANCE N N N N

N =NOT IN COMPLIANCE," "=NOT APPLICABLE, ? = COMPLIANCE UNClEAR

Source: Derived from, CbiefAdministrative Law Judge, Bepnppwdetjpp on 14·PoiDt Cbmkli!t Docket No. U-22252,
August 14, 1997, Division ofCommunications and Division ofLega! ServiQes, Florida Public Service Commission,
Merpm u4nm , Docket No. 960786·TL - CoasiderationofBellSouth Telecommwrications lDc.'s EntJy into InterLATA
SeMccs Pursuant to Section 271 ofthe Federal Telooommuaication Act of 1996, <:>aober 22, 1997, and Deparbneot
ofJustice, "Evaluation ofthe United States Doparbnent of Justice," Federal CommUDications Commission,~
Mettg; ofAp,gJicatign by Be)JSog1h Crqmtjgg sf, aI. for ProyWon ofIn-ReJiog. InterLAIA Seaioes in Sogth
CarolinA, CC Docket No. 97-208, September 30, 1997.

"",,"_.~



TABLE 9
PROBLEMS IN PROVISION OF NON.DISCRIMINATORY ACCESS

TO RESOLD SERVICES IN THE BELL SOUTH REGION

OPERATING SUPPORT SYSTEM PROBLEMS

PRE·ORDERING

1: Multiple address validation for the same fields in different screens
2: No on-line customer credit checking capability and limited availability ofcustomer services

record information.
3: Requires hUl1l8ll intervention
4: BST can reserve more telephone numbers than ALECs
5: Cumbersome aad inefficient methods of locating long distance company selected by

customers and product service information
6: Does not provide access to calculated due dates in the inquiry mode

ORDERING AND PROVISIONING

1. Do not have electronic capability at parity with BST's
2.' No order summary screen exists
3. Intervenors cannot access or make changes to pending orders.
4. BST has not provided requesting carriers with the technical specifications of the interfaces.
5. Interfaces are not fully electronic or integrates.
6. Insufficient capacity to meet demand.
7. Insufficient testing and documentation.

MAINTENANCE AND REPAIR
1. A proprietary system that does not provide'ALECS with machine-to-machine functionality
2. Interface lacks sufficient capacity to meet demand.

BILLING
1. BeUSouth cannot render accurate bills for resold services

RESALE PROBLEMS
1. Voice mail service is not being provided on an unbranded basis
2. Disparity in conversion ofcustomers
3. Manual ordering

Source: Division ofCommunications and Division of Legal Services, Florida Public Service Commission,
Mmnudnm, Doc:ket No. 960786-TL - Consideration of BellSouth Telecommunications Inc.'s Entry into
InterLATA Services Pursuant to Section 271 of the Federal Telecommunications Act of 1996, October 22,
1997,pp.263-283.



The DOl analysis agrees with this assessment, although not at the same level ofdetail.

There are several problems that underlie this failure.

o First, important terms and conditions upon which Bell South has
proposed to open its network do not meet the requirement that they
be just, reasonable and non-discriminatory.

o Second, important terms and conditions are simply unknown and
uncertain.

o Third, even where the terms and conditions in its contracts (or
tariffs) are just, reasonable and non-discriminatory on paper, BST
has failed to fulfill their obligations. They have not lived up to the
terms and conditions they have agreed to.

o Fourth, BST has not instituted the means to assess compliance with
the Act.

The DOl summarizes the current situation with respect to the most fundamental question,

interconnection ofnetworks, as follows:

At this time, BellSouth faces no significant competition in local exchange service in
Louisiana. Lacking this best evidence that the local market has been opened to
competition, the Department cannot conclude our competition standard is satisfied
unless BellSouth proves that significant barriers are not impeding the growth of
competition in Louisiana. It has failed to do so in this application.60

The recommendation ofthe OOJ to reject aST entry under the circumstances is correct.

Ifthese are the terms and conditions under which competitors must move forward, then

meaningful competition will not be forthcoming and the 1996 Act will be a major failure. Not

only should the FCC reject the application for entry into in-region interLATA services, but

regulators need to go on the offensive, requiring incumbents to live up to their responsibilities and

using all available sanctions where they do not.

6OJX>J Louisiana, p. 3.
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JY. SECTION Z72 AFFILIATE SAFEGUARDS

A, THE puRPOSE QF SECDON 27Z

The break-up ofthe AT&T monopoly was driven by an anti-trust case in which the central

allegation was that AT&T had treated its subsidiary companies in a manner that gave them

preference over potential and actual competitors. Since the Act contemplates the reintegration of

companies in the segments of the industry that had been separated by the Modified Final

Judgement, it is not surprising that the Act contains a new section stipulating how seal-dealing

would be bandled.

Because the central concern is with the ability of the incumbent RBOCs to leverage their

control over the monopoly local companies and disadvantage new entrant, the affiliate safeguards

contained in the 1996 Act are extremely detailed in their prescriptions. Beyond the traditional

structural separations and requirements for arms length transactions (section 272 (b), the 1996

Act states a series of specific requirements covering goods, services, facilities, information, and

standards (section 272 (c). It goes on to stipulate non-discrimination in the length oftime it

requires to provide services, the terms, conditions, and charges for service, as well as cost

allocation requirements (section 272 (e».

B. BST ARD.IATE SAFEGUARDS ARE INADEQUATE

In its Application and supporting affidavits, BST promises to implement the required

structural separations and accounting safeguards required by section 272, after its entry has been

approved. This is another paper promise on which the Commission cannot rely in to ensure that
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competitors will receive just, reasonable and nondiscriminatory treatment under the Act. BST

asserts that it does not have to "conduct or report transactions in accordance with the

requirements of section 272 prior to receiving interLATA authorization and establishing BSLD as

a section 272 affiliate. ,,61 BellSouth witnesses present the ironic prospect ofciting the 1996 Act

as proofthat discrimination cannot take place,62 but this is the very proceeding to evaluate

whether the law has been implemented properly. BST witnesses go on to argue that since the

DOJ relies on regulatory and anti..trust safeguards in vertical merger transactions to prevent

discrimination, it should rely similar approaches in the case ofBOC entry into long distance,63 but

this is the proceeding in which those safeguards are to be defined. The DOJ has not found any set

of safeguards offered by a BOC to be adequate. BST's are far from the best.

At the same time BST has not come anywhere near meeting the conditions that the FCC laid out

in the Ameritech..Michigan proceeding.

61BST Application, p. 76.

62Gilbert, p. 22, argues

The safeguards of the 1996 Act ensure that BOC interexchange entry will not result in discrimination
by requiring, among other cooditious, that:

o The BOC may not discriminate between its interLATA affiliate
and any other entity in the provision or procurement ofgoods.
services facilities, and information, or in the establishment of
stlDduds; and shal1 aooount for all transactions wi1h an atIiliate
in aceord.ance with .(lCOunting principles designated or approved
by the Commission...

For example, according to the 1996 Act, BellSouth must offer to IXC competitors, on the same terms
ad COIIditions. any intraLATA facilities used by its iDterLATA affiliate.

63GiJbert, pp. 22-23, argues

The effectiveness ofantitrust and regulatory safeguards in preventing discrimination is demonstrated
by tile Department ofJustice's ooatinued use ofsuch safeguards in vertical transaetioDs which raise
issues similar to those ofBOC interLATA authority.
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Where aST witnesses seem to recognize that this is the proceeding where the existence of

barriers to entry is to be assessed and mechanisms to ensure their removal to be put in place, they

urge the commission to let RBOCs in, even ifbarriers to entry have not been entirely removed.64

Guided by its beliefthat it does not have to follow Commission guidelines, it has

established these affiliate companies and begun making extensive preparations for entry into long

distance. BST has begun providing services to BellSouth Long Distance (its affiliated long

distance company). Many of the services it is providina to its affiliate involve exactly the points

on the competitive check list which are subject to the areatest contention in the slate proceedinas

and raise the Weatest concern at the Department ofJustice.

For example, the following questions arise in the transactions which BST has admitted

conducting between the long distance affiliate and the parent, or one of its subsidiaries.

Billing and collection.

Has BST provided interfaces or information dealing with interfaces
for BSLD which are different than the interfaces and information
which has been made available to non-affiliated entities?

Will BST terminate current contracts with interexchange carriers?

~usmann, p. 6, tells the commission to ignore remaining barriers to entry if they are "small"

Ifall si.gnificant baniers to local entry have been removed, the Commission should permit BOC entry
into long distance markets.1! However, even if say 95% ofthe barriers to entry bad been elimiDated
and S% remained, it would not be in the cousumers' best int«est to forgo tbe billioas ofdoUars of
consumers benefits from long distmce competition to achieve the last S% ofentry barrier removal.

I!By significant barriers to entry, I mean burlers to entry that would allow a BOC to charge supra
oompetitive prices.

If leaving 5% of the burlers allows BOCs to raise prices by 5 percent, then the cost to the
public would be four times greater than a reasonable estimate ofbeoefits ofBOC entry into long
distance. Moreover. the hypothetical does not apply to the case ofBST. where there are a lot more
than 5 percent of the barriers rem.ining.
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Has BST provided information that facilitates the development,
design, coding and testing of systems, including infrastructure
changes to bill long distance customers, which in any way is
superior to the information and assistance provided to non-affiliated
entities?

Sales Channel Planning and Design:

Has BST provided infonnation or assistance in the development of
specification for taking orders, handling ofcustomer inquires, credit
policies, adjustment procedures, testing ofsales and billing
procedures, and training ofservice representative that is in any way
superior to that offered to non.a,ffiliated providers?

Product integration:

Has BST provided or tested interfaces for product integration or
ordering that are superior to the information offered to non­
affiliates?

Collocation space.

Has physical collocation been easier for BSLD than non-affiliated
companies?

BST has refused to put in place the benchmarks and performance standards by which the

FCC would answer these questions. To allow BST to conduct transaction unpoliced until the

moment ofentry and then begin a process oftracking down transactions would be a nightmare for

authorities charged with ensuring nondiscrimination between affiliates and competitors. The

Section 272 affiliate could arrive on the scene endowed with a host ofadvantages conferred on it

in its unregulated period. The legacy ofdiscrimination would be beyond the power ofthe FCC to

address.

The Department ofJustice has recognized that post-entry policing ofanti-competitive

behaviors is extremely difficult.
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As a general matter. exclusive reliance on policing conduct and on undoing
competitive damage ex post is problematic; this is why, for example, antitrust
merger policy places such weight on preventing anti~competitive mergers rather
than allowing all mergers and attempting to address anti-competitive conduct after
the fact. In the present context. authorizing BOC entry prematurely and relying
solely on post-entry safeguards to attempt to open BOC local markets to
competition is especially dangerous.

As my affidavit explained, many ofthe local competition arrangements required by
the Act, such as wholesale support services and network unbundHng, are novel and
hence offer great scope for gaming and delay by incumbents...

Therefore, there is real value in insisting that a BOC establish the main requisite
new systems before being allowed entry. ABOC's own incentive to expedite
interLATA entry will then induce it to implement these systems more efficiently
and expeditiously than ifentry were authorized and regulators had to then force
the recalcitrant BOC to implement these systems.6S

BST should be told to establish the affiliate subject to section 272, if it intends to use the .

affiliate after entry is granted.

"Schwartz, Nov. 3, 1997, p. 17.
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21

L DmlODUCflQN

A. A CBUClAL DECISION

The issue in the section 271 proceedings is simple?1

Have the Baby Bells loosened their hold on their hundred year old monopoly over
local telephone service enough to ensure that competition in local service will
benefit consumers and provide for fair competition in long distance markets?

Consumers have a huge stake in the answer to this question. Not only do they spend over

S1SO billion per year on telecommunications services, but the telecommunications network is the

on-ramp for the information superhighway. Open competitive access to information services will

be crucial to determining political, social and economic opportunities in the 21st century.
: ' , '" ~ '. '1··; I j,' ~ '.' _.: b.', i

The purpose of this paper is to present a comprehensive consumer view of the entry of

RBOCs into in-region, interLATA long distance. It relies entirely on the observation ofthird

parties about the legal and economic conditions that have been placed on entry. That is, we

ignore the special pleadings ofthe RBOCs, potential local service competitors, and the long

As oflate September 1997, there have been two requests for entry into long distance.
A.mc:rit.cch has tried to enter in Michigan twice. All mcreoces to Michigan in this part refer to the initial
epp1icatioDs (Michigan Public Service Commission, Ip, tbc Mgtoftbc Omnipjm', Own Motjgn to
Qwidcr A,.."Un Mjpbjpp's OWl" with the Ctmp;ti'ivc lJvr,k Lid in Sf&tioo 271 of the
T+!,,,.mU'ir-$qz. Act of 1996, Case No. U-l1104; Fedcn1 Communications Commission, In thc: M$cr
ofAiPipetjm bx AJWjtp;b Meipm SCSjgn 271 ofthc na,MI,'mpjptjoo.Nt of 1996 to Pmyidc Ip,.

&Pm _LATA Scrvic;e in Mjpbjpg. CC Docket 97-1. Rt:fcrraK:es to the Federal Communications
CcmmissioD aaiCIl in respaosc to the Michipn Request are to Fedcn1 Communications Commission,
Mape"wlum Opiuim IOd Ordor In the MOto(~?11bx AgwjtoF;b Wip to Scqjgn 271 oftbc
T.J""PYpjptjoo. Act of 1934, M emm4c¥J to Pmyido In.B__LATA Service in Mgipn, CC
Docket 97-13, August 19, 1997 (hereafter FCC Michipn). SBC has tried to mter in 0IdIh0ma (Oklllboma
Corporation Commiss\OIl, Cause NO. PUD 97-64) Federal CommunicatioDs Commission, In tbc M$crof
APr.etiAn ofSBC Cgnppmjqtjm. Igc, So+-*m Bellr...,.~,pi Soudnwtcm BtlI
Qmpmmigtjgns 5mim Inc, dIbIl SsJnbwnMnn Bolli"'I I);.stJm; f(l' Pnnisim ofIn.Bc&ion
Ipt«JAIA Smi- in OkIabmae, CC Doc:kd No. 97-121. As hu bocmIe the nann in the implementation
ofthe IclecclJIlIJunications Act of 1996, there are also two court cases, one (or each ofthe FCC decisions.
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distance industry. Instead we rely on the analyses ofAttorneys General, Consumer Advocates,

and Public Utility Commissions. In each section we discuss comments by various state agencies,

the Department ofJustice, and conclude with the FCC position, which will be dispositive ofany

request for entry into interLATA markets.

B. OI1TIJNE OF THE PAPP

The next chapter, Chapter n presents a briefexplanation ofthe stakes for consumers. An

usessment ofthe stakes plays an especially important role in this area. Because the decision

about entry requires policy makers to strike a balance between potentiaJ competitive benefits in

the local and long distance industries and potential anti-competitive behaviors, it is crucial for

consumer commentors to quantify the stakes.

Chapter ill describes the process outlined in the 1996 Act for the decision about RBOC

entry into in-region, interLATA long distance. Under the Act, the RBOCs must seek

authorization and show that they have satisfied the conditions established by Congress.

Unfortunately, even the most basic questions ofwhich issues can be raised have become a bone of

contention.

Finally, the comments present a discussion ofeach ofthe four major steps in deciding

whether or not RBOCs should be allowed to sell in-region long distance. Chapter IV reviews the

requirement for the presence offacilities-based competition prior to entry ofRBOCs into in­

resion long distance. Chapter V then reviews the competitive check list items that must be

provided by RBOCs. Chapter VI turns to the safeguards for affiliate transactions that must be in

place. Chapter VII discusses the broad public interest standards that must be applied.
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n. THE CONJUMD INDMST IN U'IfLTIVE COMPE1'DION
IN DI,ECOMMUNICATIONS MA1tKJIS

A. THE CENDAL PJJBIdlC POllCY ISSUE

The Department ofJustice has succinctly summarized the public policy balance that

Congress struck in the 1996 Act when it addressed the issue ofRBOC entry into in-region long

distance.

InterLATA markets remain highly concentrated and imperfectly competitive,
however, and it is reasonable to conclude that additional entry, particularly by
finns with the competitive assets ofthe DOCs, is likely to provide additional
competitive benefits.

But Section 271 retlects Congressional judgements about the importance of
opening local telecommunications markets to competition as well. The incumbent
local exchange carriers (LECs), broadly viewed, still have virtual monopolies in
local exchange service and switched access, and dominate other local markets as
well. Taken together, the HOCs have some three-quarters ofall local revenues
nationwide, and their revenues in their local markets are twice as large as the net
interLATA market revenues in their service areas. Accordingly, more considerable
benefits could be realized by fully opening the local market to competition.22

In short, Congress recognized that opening the local monopoly to competition was far

more important than adding more competition in the long distance market.

22 "Evaluation of the United States Department ofJustice, Federal ConummicatiOllS
Commission, In the 'W« QfJ\l1DliF'ti'" ofsac Cmnpypjptjsp& Ipc. $mtfnentn BoII1):Isbonc
0"••,gt Smrtbwgtpp Bel) A-n.iZkm Smim Inc· dNa 5Patbw .an Ik'i 1m. J'ljattnq;
far pmyjtjoo ofIn-Jcaim I_LATA 5mirm in Oklahoma, CC Docket No. 97·121, May 16, 1997
(lwnafta', OOJ, SBC), p. 4.

3



.. ...

B. ECONOMIC JMPOBL\NCI Of COMPEDTIVE gmwIN
TEJ·ICQMMUNICATIONS MAIlIQIT

A quick look at the numbers reinforces the fundamental ob.-vation that there is a lot

more at stake for consumers in the local market (see Table 1).

o The local market is approximately twice as large as the long
distance market.

o The level ofconcentration in the local market is about three times
as high.

o RaOCs have excessive rates ofprofit.

o Potential consumer savings resuhing from the introduction of
competition into the local market is close to S10, several orders of
magnitude greater than potential savings in long distance.

cOnsUmers spend over·$90'billion olrlocal terViee-,. compared to ·about ,.$50 billion in long

distance. This does not include yellow pages and other unregulated activities ofthe LEes. It

excludes cellular revenues for both LECs and IXCs.

The Department oflustice estimates that the current long distance market is a highly

concentrated market, as measured by the Hirschman Herfindahl Index (HHI). The Department of

Justice uses an Inn of 1800 as the point at which it considers a market highly concentrated (see

Appendix B for a description ofthe meaning ofthese concentration measures). DOl considers an

mn of 1000 to identify a moderately concentrated market. With an HHI of3200, the long

distance market is far above the threshold for a highly concentrated market.
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TABLE 1
CHARACTERISTICS OF THE LOCAL EXCHANGE AND

LONG DISTANCE INDUSTRIES

REVENUE
($, billion)

CONCENTRATION
(Hinbman Herfindahl Index)

dJ
RETURN ON EQmTY
(1994-1996)

LONG DISTANCE
II

50

b/
3200

14.8

LOCAL
II

93

~
9200

23.3

r/
EXCESS PROFITS 0-2
($, billions, Including Tax Effects)

8-12

II uAftidavit ofMarius Schwartz," EytltlAtioo oftic Unitod Stites Dcputmcot ofJustice, lD
the MattCr ofAWlWori ofSBC Cofl'P'UDications Inc. Et.a) pwu,nt to Section 271 oftbe
Toltcommunications Act of 1296 to Provide lD-Jlcaicm. IntcrLATA Services in the State of
Oklahoma., CC Docket NO. 97-121, May 16, 1997, Table 1.

b/ Eyaluation of the United States Pcpartuwnt ofJustiCC, In the Mltter ofApplication ofSBC
CORnupjc;etioDS Inc. BtU. pur.". to S«tion 271 oftbe TrIcw;.i;4"""*"ion' Act of 1296
to Provide lD-l\caioo.lnterLAIA SerVices in the State ofOklthgma, CC Docket NO. 97­
121, May 16, 1997.

~ "Affidavit ofMarius Schwartz," EyebwjQD oftbe United Stags Pcpartuwnt ofJultjCC, lD
the Matter ofAwWrMoo ofSBC Communiatiopalnc Et.al. Pura".pt to Section 271 oftbe
Tc¥mmrnunieetjom Act Of 1296 to Proyidc In-BcPm. InterLAIA Services in the Stare of
Ok1ohmpa, CC Docket NO. 97-121, May 16, 1997, Table 1. Excludes miscellaneous
revenues. Assumes CAP, CLEC and IntraLATA long distance revenues as the competitors'
market share.

dJ 4eperformance Ranking ofthe S&P 500," Bumney Week. March 24. 1995

~ See appendix A.
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However, the local market is even more concentrated. Using national figures for revenues

earned by competitive access providers (CAPs) and competitive local exchange companies

(CLECs), as well as intraLATA long distance competition, we conclude that incumbent LECs

have a 96 percent market share.23 This yields a mn index of9200, almost three times that of the

long distance market. Calculating concentration on a state-by-state basis, using the data provided

in the Section 271 filings ofboth Ameritech (Michigan) and SBC (Oklahoma) the results would

show an even more highly concentrated market. The market share ofthe LECs is still 99 percent.

Reflecting the different levels ofcompetition in the two industry segments, we observe a

much higher level ofprofitability in the LEC segment. In 1994-1996 period, the large LECs (the

seven Baby Bells plus GTE) earned an average return on equity ofover 23 percent. This was well
.. ,.~, ... . 'i ~.; ,"j " ...., 1 t." • . \. ~ '1 . -'\

above the national average for large firms of about 16 percent. Over the same period, the three

largest firms in the long distance industry earned a return on equity ofabout 15 percent,

somewhat below the national average. While long distance profits have bounced around, local

profits have consistently exceeded the national average and have been growing very rapidly.

Reflecting both the size ofthe two industry segments and the different levels of

competition, the gains to cOnsumers from an increase in competition in each is dramatically

different. Ifcompetition were to drive return on equity down to the national average in both

segments, consumers would see benefits that are at least four times as large in the local service

market. Vigorous competition would lower prices charged for local service by between $8 billion

and $12 billion. In long distance there appears to be at most $2 billion ofexcesses that could be

23 The market share for residential customers is well over 99 percent. As measured by lines,
the market share ofLECs is above 96 percent.
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squeezed out.24 There is just a lot more fat to be squeezed out through local competition.

C. PUlUC POLICIES m SECURE COMPET1TION

Reflecting the more highly developed level ofcompetition in the long distance industry

segment and the fact that local exchange markets are a bottleneck input for long distance markets,

Congress placed its emphasis on ensuring that local markets would be competitive. While the

long distance oligopoly could be expected to perform better ifgreater competitive forces were

brought to bear in it, the crucial barrier to competition in the telecommunications industry is the

local monopoly.

Section 271 reflects Congress' recognition that the BOCs' cooperation would be
necessary, at least in~ ·shortrun, to the development ofmeaningful local ,­
exchange competition, and that so long as a BOC continued to control local
exchange mIl'kets, it would have the natural economic incentive to withhold such
cooperation and to discrimiDate apinst it competitors. Accordingly, Congress
conditioned SOC entry on completion ofa variety ofsteps designed to facilitate
entry and foster competition in local markets.25

The FCC took the opportunity of its first 271 decision to outline in detail the competitive

advantage the local companies have in entering the long distance market compared to other

companies entering the local market.

24 It his been widely notal that the local campIDies thlt have been aIlo\wd to enter into long
distance have not ccxupeted vigarously (Il price (See Bear Stea'nS, ,.." ••miFMj<es fcvims. July 30,
1996; Merrill Lyoch, TcW'·'I.irMim" SnYim, 14 May, 1996; J.P. Mcqan, Ic;kqmgwpjqtism
Rmcw, July 16, 1996). The FCC Micbipn notes this as well (para. 15).

The recent succesICS ofSoutbcm New England tc1emnmunicatiolls Corp. and GTE in
auncting customers for their lco:g distmce services illustrates the ability of local carriers to
pmer asignificant share ofthe long distance market.

DOJ, sac, pp. 4-6.
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The most crucial observation is to recognize, as the Antitrust court had,26 the power

inherent in the incumbent monopoly status ofthe local exchange companies. These advantages

include27

a history oflegal barriers,

economic and operational barriers,

the fully deployed, ubiquitous network ofthe incumbents which lowers their
incremental cost ofentering other markets, and

the need for interconnection.

Not only do the incumbent local exchange companies have an advantage in the market

FCC Michigan, para 10.

The court found that, ifthe BOCs were permitted to compete in the interexeh8nge market,
they would have "substantial inceIltives" and opportunity, through their control oflocal
exchange and exchange acc:css ticitities and services, to discriminate against their
interdumge rivals and to cross subsidize their intcr-exchange ventures...

27 FCC Michigan, paras. 11...12.

For many years the provision oflocal exchange service was even more effectively cordoned
otT fiom competition then the long distance m.ket. Regulators viewed local
teJeoommunicaticms markets as natural mooopolics, and local telephone companies, the
BOCs and other incumbent local exchange carriers, often held exclusive franchises to serve
their territories. Moreover, even where competitors legally could enter local
tcleccmIDunieatioos markets, economic and operational barriers to entry effectively
precluded such forays to any substantial degree...

1'heIIe eccDOIDie and operatioDal baricn lIIJCly lII'C the result ofthe historical development
oCthe 10cIl exdwIF DJa'bts and theecooomics of local networks. An inc:umbeat LEe's
ubiquitous network, financed over the years by the retums on investment under rate of
return regulation, enables an incumbent LEe to M'VC new customers at a much lower
incrc:maltal cost than a facilities based entrant that must install its own network
compoaents. Additionally, Con.. recognized that duplicating the iDcumbcnts local
networks on a ubiquitous scale would be enormously expIDSive. It also recognized that no
competitor could provide a viable, broId-based local tcIcoommunicatioos service without
inter-connecting with the incumbent LEe in order to complete calls to subsaibers served by
the incumbent LECs network.
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power they posses in the local market, but entry into the long distance market will be relatively

easy for them because ofthe more competitive structure ofthat market.a The ease ofentry stems

from a number offactors including

brand recognition,

a fully deployed network, and

a mature market where switching and resale are common.

With this understanding ofthe advantages ofthe incumbents, the provisions ofsection 271

seek to redress the imbalance ofmarket power between local companies and their potential

competitors. The FCC notes that it was this competitive imbalance that Congress sought to

FCC Michigan, para 15... 17.

Indeed given the BOCs strong brand recognition and other significant advantages from
incumbency, advantages that will particularly redound in the broad-based provision of
bundled local and long distance services, we expect that the BOCs will be formidable
compctitor's in the long distance market and, in particular, in the market will boodled local
and long distance services....

Sisnificantly, however, the 1996 act seeks not merely to enhance competition in the long
distance market but also to introduce competition to local teleccmmuDications markets.
Many ofthe new entrants, including the major inter-exchange carriers, and the BOC, should
they enter each other's territories, enjoy significant advantages that make them potentially
formidable local exchange competitor hours. Unlike BOC may into long distance,
however, the c:cmpdDlg carriers mtry into the local marbt is handic:apped by the Wtique
circumstance that their SUCCCIS in welpding for BOC customers dcpcods upoo the BOCs'
cooperation. Moreover BOCs win have ICCeSS to a DUIture, vibrant mIIket in the resale of
loog distance capacity that will fllCilUate their rapid eo1Iy into loog distance IIld
CODsequently their provision ofbuodled loal dittaIK:e aoci local service. AdditioDally,
switching customers from one 10118 distance c:ampmy to IDOther is DOW atime telRed, quick,
cfticient, and inexpensive process. New entrants iDto the 10caI market, OIl the other hand,
do not have available a ready, mature IDII'kd for the resale oflocal service or for the
purchase ofunbundled network elements, IDd the process for switehiag customers for local
service from the incumbent to the new entrIDt Il'C novel, oomplex. and still largely untested.
For these reasons, SOC entry into long distmc:c market is libIy to be much easier than
entry by potential BOC competitors into the local market, a factor that may wad.: to BOC
advantage in competing to provide bundled service.
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address in Section 271.

By requiring BOC to demonstrate that they have opened their local markets to
competition before they are authorized to enter into the in-region long distance
market, the 1996 act enhances competition in both the local am long distance
markets.

Ifthe local market is not open to competition, the incumbent will not face serious
competitive pressure from new entrants, such as the major interexchange carriers.
In other words, the situation would be largely unchanged from what prevailed
before the 1996 act. That is why we must ensure that, as required by the Act, a
BOC as fully complied with the competitive checklist. Through the competitive
checklist and the other requirements ofsection 271, Congress has prescribed a
mechanism by which the BOC may enter the in-region long distance market. This
mechanism replaces the structural approach that was contained in the MFJ by
which BOCs were precluded from participating in that market.29

It is because ofthe clear advantages that incumbent local exchange companies possess and

the failure ofother sections ofthe 1996 Act to produce even.a hint ofcompetition that we believe

the section 271 proceedings are the last chance for local competition. Without section 271, there

was little in the Act to give the BOCs incentives to open their markets.30

29

30

FCC Michigan, p81'IS 15... 18.

FCC Michipn, para 14.

A salient feature ofthese market openinl provisions is that a competitor's success in
Clptm'inllocal market share from the BOCs is dependent, to a sipificlnt dcgee, upon the
BOCs' coopeI'ldion in the DOO-discriminatory provisioo of intereooneetiOll, unbundled
network elements and resold services punulnt to the pricinl standards established in the
statute. Because the BOCs, however, have little, ifany, incentive to assist new entrant in
their efforts to secure a share ofthe BOCs' 1IUII'kets, the Communications Act contains
VlriOUS measures to provide this inCCDtive, includinl section 271. Throup this statutory
provisions, Conpss required BOCs to demonstrate that they have opened their local
telemllmunications markets to competition before they arc authorized to provide in-relions
10111 c:tistance services. Sectioo 271 creates a critically important incentive for BOCs to
cooperate in introducinl competition in their historically monopoly local
telecommunications markets
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We TIll 'SOCIIS Of INDQDUCING
COMftltl'ION INTO LOCAL MARKETS

In the 1996 Act Congress set a broad goal of"openmg all telecommunications markets to

competition." It recognized that different markets posed different problems. Because local

markets would be particularly difficult, it imposed special conditions on local service companies.

In sections 251 and 252 of the 1996 Act, it imposed a series of requirements on a111oca1 exchange

companies, as weD as specific requirements on incumbent local exchange companies.

Having identified the basic conditions for local competition, the Congress turned to the

question ofentry by RBOCs into in-region long, interLATA distance. Unsatisfied that the general

requirements placed on the RBOCs to open their networks to competition would be effective, the

Congress required additional conditions and oversight by other agencies before the RBOCs would

be allowed to sell in-region long distance (see Table 2). The Congress required the FCC to make

findings in four areas before RBOCs were to be allowed into in-region long distances. These

findings were to be made in consultation with the states and the Department ofJustice (whose

advice was to be given substantial weight).31

DOJ, sac, pp. 7-8.

Sectiao271 establishes four basic: requirements for laoS distance entry. The first three such
requirements - satisfaction ofSectioD 271 [c) (1) (A) (Track A) or Section 271
[c)(l)(BXTrack B), the~ve check list, and Section 272 -- establish specific,
minnnnm criteria that a BOC must satisfy in all c:ascs before III application may be granted.
In addition, CaogteSS imposed a fourth requirement, calling for the cxereisc ofdiscretion of
the Department of Justice and the Commission. The Depertment is to perfann competitive
evaluatiao of the application. "UsinSIll)' stederd the Attorney Gencnl considers
appropriate." And, in order to approve the application, the Commission must find that "the
requested authorizatiao is consisted with the public interest. In read1ing its conclusiao on a
pmicular application, the Commission is required to give "substantial weight to the
Attorney General's evaluation."
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SlCJ]QN 271 [cJ(1)
271(4](3)

TABLE 2
PROCESS FOR APPROVING RBOC ENTRY INTO

IN-REGION, INTERLATA LONG DISTANCE

SECTION 271 [dl(2)

CONSULT WITH STATES CONSULT WITH DEPARTMENT OF JUSTICE

~~~
FCCMAKE~INGS ON

S1lCTION2~~:;mm
PROVIDE ACCESS AND PROVIDE 14 SATISFY 272 IN THE PUBLIC
INTEIlCONNECTION -? POINT CHECK -;> REQUIREMENT -?INTEREST
TO FACll..ITIES-BASED LIST ITEMS
COMPETITOR

SECTION 224

SECTION 254 (k)
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